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Understand the Impact of Your
Client Account Relationships
appearing in the year’s invoices. We then
ost CPA firms know with some
assigned unique numbers to the names and
certainty how many personal tax
combined accounts with relationships.
returns they prepare and how
We defined a relationship as a network of
many entities they represent. In
accounts
fact, most of us track these statistics as
a measthat included a key account, meaning
that, if we lost the key
ure of firm growth. All well and
By William R. Pirolli, CPA
account, we would lose all
good, but do you really know
the others as well. Such
how your business is concen
relationships are common; for instance, our firm
trated? Can you consolidate your client list
typically represents a business client, which
into relationships?
leads to the preparation of personal and family
Recently, we did this in our office and were
returns, as well as the returns for real estate enti
quite surprised by—and a bit concerned
ties and related business ventures.
about—the results.
In our analysis, we also considered unrelated
accounts and projects that arise from a single
Our firm profile
referral. Our firm represents several law firms
First some facts: We are a typical local account
that refer to us not only their related entities but
ing firm, with three partners, two staff people,
also a great deal of unrelated estate, trust, and
and one support person. The firm is about 35
other consulting work. Obviously, if we lose the
years old. We consider ourselves both traditional
law firm as a referral source, we also lose some
and nontraditional in the services we provide:
referral dollars.
We try to avoid providing certain services like

M

auditing, nonprofit, and write-up while we
favor offering services such as performance
measurement and management consulting.
Our commitment to staying focused on a nar
row range of services means we rely on provid
ing consulting rather than compliance services.
In fact, a large percentage of our invoicing is for
nonrecurring projects.

An in-depth look at relationships
From time to time, we undertake a self-pre
pared
SWOT
(Strengths,
Weaknesses,
Opportunity, and Threats) analysis. Most
recently, we decided to include an in-depth
analysis of our client base. We started by sim
ply compiling a list of the names and amounts

Good news and bad news
Here is what we learned from our analysis. In
2005, we prepared about 725 returns, not
counting “family freebies” and pro bono work.
This number includes personal, entity, estate,
and trust returns. The 725 returns, however,
arose from a mere 262 relationships, a number
that both surprised and concerned us. Could it
be that our firm’s clientele was actually made up
of only 262 relationships? On the positive side,
this fact is a testament to our commitment to
provide a wide range of services to our major
clients, leverage our professional referral sources,
and avoid having a large compliance-only prac
continued on next page

tice. Of course, the flip side is that the firm’s client
base is not as broad as we had hoped.
When we started to attribute dollars to the rela
tionships, the problems became clearer. Our top ten
client relationships, ranked by total dollars, produced
35% of our billings, our top 50 relationships pro
duced 77% of billings, and our top 100 relationships
produced a whopping 85% of our total billings.
We then sorted the database another way. We
found that 50% of our annual billings were concen
trated in only 19 relationships, 75% were represented
in 46 relationships, and 90% were tied up in only
100 relationships. We were so surprised by the statis
tics that we analyzed the invoices from the preceding
five years to see whether the results from all years
would be consistent. They were.
On the positive side, the names at the top of the
list change often, given the firm’s specialization in
consulting, and very rarely does one relationship
exceed 5% of our total billing. We have always been
aware of the old 80/20 rule, according to which 80%
of a firm’s revenue is tied to 20% of its clients. Still, it
was eye-opening to see the truth of the rule on paper
and distill the results even further by analyzing rela
tionships, rather than total clients.

What we learned
So what can we take from this? The following are the
conclusions we drew from the SWOT analysis of our
firm demographic:
• Strength. We have a good ability to sell serv
ices and expand major client and professional
relationships on a consistent basis.
• Weakness. We lack a broad base of clients.
• Opportunity. We should try to expand the
client base by seeking to provide more services
to the bottom 50 clients.
• Threat. The loss of a major client relationship
would place the firm at risk.
In addition to addressing the above SWOT analy
sis conclusions, we have to face some other questions.
If 85% of our invoicing is tied to 100 relationships,
can we live without some of the remaining 162? Are
we better off with more or fewer relationships? It is
certainly easier to manage fewer relationships and pro
vide these clients with superior service, but a broader
base might be more stable. From our standpoint, we

would rather have fewer clients to whom we provide
more services. Moreover, given that our firm has be
profitable and growing for 35 years, it appears that
our existing approach works. But does the analysis tell
us more?

Next steps
It is clear that we now know which client relation
ships should be the focus of our attention. The top 20
will be receiving calls monthly, if for no other reason
than to remind them that we are interested in them,
and confirm that they are satisfied with our services,
and have no unsatisfied demands or needs. We will
also make sure that our law firms’ referral sources are
happy and fully aware of the range of services we pro
vide. This relationship grouping disclosed that the
work referred to us by these law firms was well in
excess of the fees charged to them for their own serv
ices. Are we referring work back to them?
We are also recommitted to expanding our base to
limit our overall risk exposure. We will stay true to
our client selection process and the services in which
we excell. Expanding our base by adding more work
only makes sense if the work fits our firm’s criteria.
We will also examine the bottom of the list with the
purpose of determining whether some clients can be
eliminated without endangering the firm.
Our self-examination was meticulous and tim
consuming, but worth the effort. Nevertheless, we
have added a new procedure that will make the
process easier in the future. Starting this year, we can
track our realization with an ongoing analysis of client
relationships, as well as individual clients, to ensure
that all accounts meet our standards. With these
additional statistics, the firm will be able to clearly
identify the key client in a given relationship. For
instance, a firm can ascertain that a key client is either
up to or below standard, even though other clients in
the relationship may be either closing or creating a
performance gap. This kind of information may never
come to light in an analysis that captures only the
overall relationship.
CPA firms advise clients to become aware of these
kinds of customer demographics, but rarely take their
own advice and access this information about their
own entities. Take the time to fully understand your
continued on next page

The Practicing CPA (ISSN 0885-6931) March/April 2006, Volume 30, Number 3. Publication and editorial office: Harborside financial
Center, 201 Plaza Three, Jersey City, NJ 07311-3881. Copyright 2005 AICPA. Printing and mailing paid by PCPS/The AICPA Alliance for
CPA firms. Opinions of the authors are their own and do not necessarily reflect policies of the AICPA.
Editor William Moran.
Editorial Advisors: Adele Brady Bolson, Bellevue, WA; Richard J. Caturano, Boston, MA; Robert F. Fay, Canton, OH; Theodore J. Flynr

Boston, MA; W. Carl Glaw, Houston, TX; DeAnn M. Hill, Baxter Springs, KS; Roman H. Kepczyk, Phoenix, AZ; Christine A. Lauber, South Bend,
IN; Steve McEachern, Houston, TX; Mary Ellen Meador, Robinson, IL; David K. Morgan, Brentwood, TN; William Pirolli, Warwick, RI;
Deborah Sessions, Atlanta, GA; Herbert Schoenfeld, Woodbury, NY; Michael G. Shost, Dallas, TX.
2

The Practicing CPA MARCH/APRIL 2006

document that discloses the significant matters
affecting the type of report issued.
• The current peer review administrative
William R. Pirolli, CPA, is managing partner with
oversight processes should be made more
Pirolli, Deller and Conaty, CPAs, Warwick, RI.
transparent by communicating the objectives,
He is also a member of the PCPS Executive Committee.
procedures, and results of oversight to the
He can be reached at wpirolli@cpaadvise.com or
public through annual, and in certain cases
401-921-4060.
biannual, reports issued by the AICPA and
the state CPA societies that administer the
program.
• To ensure a level playing field for all practi
tioners, all state boards of accountancy should
require peer review as a condition of licensure.
• The AICPA should conduct a comprehensive
peer reviewer recruitment campaign to attract
new, quality peer reviewers and educate firms
on the benefits of having their owners and staff
members involved in performing peer reviews.
he AICPA Peer Review Program has
• The AICPA should continue its peer review
served the profession well since manda
communications efforts to members and users
tory peer review was originally approved
of peer review.
in 1988. In the past two decades, the
• The AICPA’s Peer Review Board should con
world has changed dramatically, and the CPA pro tinue to ensure the high quality of peer
fession has evolved to meet changing needs. The
reviewers, establishing additional minimum
Peer Review Task Force believes that the peer
requirements to be a peer reviewer, and con
review system should evolve, too. In today’s era of
sider requiring additional minimum criteria
increased accountability, peer review reports need
such as the number of accounting and auditing
be more usable and transparent. The National
hours spent by a reviewer in his or her
Association of State Boards of Accountancy and
own firm.
other users are assertively calling for changes that
• The AICPA should provide a mechanism for
would achieve transparency. The AICPA Board
members to comply with state board licensing
and Council believe the profession should demon
requirements by allowing any AICPA firm to
strate the leadership it has always shown in
voluntarily post its peer review results in the
response to market and regulatory demands and
AICPA’s current public file regardless of mem
step up to the call for transparency voluntarily and
bership in a specific AICPA section or audit
in a manner that helps ensure uniformity for
quality center.
the profession.
• For those firms that have received a second
In May 2005, the AICPA Board of Directors
consecutive modified and any adverse peer
established a task force to recommend changes to the
review report, direct access to those reports
profession’s peer review programs that would advance
should be provided. The AICPA Board will
the desire of both the AICPA Board and the AICPA
bring this recommendation to its March
Council for greater transparency of peer review
Council meeting for discussion.
results. The Task Force was chaired by Lee Wunschel,
a member of the AICPA Board of Directors, and
The Task Force recommendations resulted from a
included representation from small, medium, and
great deal of deliberation, as well as the recognition
large CPA firms, business and industry, those
that beneficiaries of the peer review process now
involved with peer review, some who weren’t, state
include the broader regulatory community and even
CPA society leadership, and state regulators.
the public, not just the firm. Many of the recom
In response to the increased demand for peer
mendations are being submitted to the Peer Review
review information by regulators and other users, the
Board for consideration, analysis, and possible execu
Task Force recommended the following enhance
tion. The Board decided that if the recommenda
ments to the transparency of the Institute’s Peer
tions are successfully implemented, a broad base
eview Program
campaign to educate members and users about the
• Peer review reports should be as concise as pos
significant changes would be warranted.
sible and written in “plain English.” The
The full report is available online at
“grading” terminology should be simple and
www.aicpa. org/transparency.
clear, and the report should be a stand-alone
business and you may find some strengths, weak
sses, opportunities, and threats.

Peer Review
Task Force
Recommendations
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Hiring Summer
Help? Better
Know the Law
For CPA firms, the busy season is winding

down and summertime is coming. For many
firms and their clients, along with summer comes

summer hiring. Steven Sahlein, co-president of

the American Institute of Professional

Bookkeepers, offers guidance on avoiding possible
pitfalls associated with summer hiring.
mployers hire students or part-timers for the
summer with the best of intentions—and, too
often, with the worst of results. Even the best
intentioned owner—whether a mom-and-pop
shop, sole proprietorship, or corporation—can
hot water for failing to understand IRS and
Department of Labor (DOL) rules.
To avoid this outcome, owners need to know fed
eral and state laws and regulations covering situa
tions wherein parents employ their children, or
unrelated children under 18 years of age, as well as
regulations relating to holidays, health, pension,
and other benefits, withholding taxes, and overtime
pay rules. Here’s a summary of the applicable fed
eral laws and regulations.

E

When a family business hires their child
If the parent owns 100% of the business as a sole pro
prietor, partner, or stockholder, the children may work
for the parent regardless of age, hours, or
By Steven
time of day. If, however, the owners regu
larly employ other than the immediate
family, they must pay their children the federal mini
mum wage. Generally, owners’ children, if under 16
years of age, may do clerical, but not “hazardous” work,
such as operating lawn movers, sewing machines, and
the like, nor can they work in food preparation areas
or near flames or hazardous material.
Wages for a child under 21 years are exempt from
the Federal Unemployment Tax Act (FUTA).
Wages for a child under 18 years are exempt from
Social Security and Medicare tax withholding, in
compliance with the Federal Insurance Contributions
Act (FICA) only if the parents are sole owners or sole
partners. Nevertheless, parents must withhold federal
income tax and file W-2 forms when they employ
their children.

Unrelated hires under 18 years
For an unrelated employee under 18 years, the
employer must obtain an age certificate that is either
recognized or approved by the U.S. DOL and the
state wage and hour division. In most instances, the
DOL will accept a state age certificate, but this
should be confirmed with the DOL Wage and Hour
Division.
Unrelated employees 14 and 15 years old can work
8 hours a day, 40 hours a week, when school is not in
session, such as during the summer. From June 1 to
Labor Day, they can work only between 7 A.M. and 9
P.M. These limits, however, do not apply to news car
riers or those employed exclusively by a parent-sole
proprietor. For agricultural jobs, check with the DOL
Wage and Hour Division.
Federal law prohibits hiring children under 14
years unless the employer is a parent or sole owner of
the business.

Holidays and benefits
Under federal law, paying temporary or part-time
land
helpinfor holidays is optional. Providing health, pen
sion, and other benefits is also optional. If benefits
are not available to temporary and part-time
employees, the employer should have a plan docu
ment stating this.

Withholding taxes
Social Security and Medicare taxes should be withheld
from all summer workers, including high school and
college students, unless they are children under 18
years working for parents who are sole owners or sole
partners. A W-4 should be obtained from all employ
ees, even students working part-time. Federal income
tax should be withheld unless the employee claims to
be exempt or has more than 10 exemptions.
Sahlein

Federal overtime pay rules

Overtime must be paid for all hours phys
ically worked that exceed 40 hours in a workweek.
When computing overtime pay, you do not need to
include paid time off, such as vacation days. But do
not substitute paid nonwork hours for work hours to
avoid paying overtime. In other words, do not try to
avoid paying overtime by reclassifying some
work hours as paid time off in order to pay only
straight time.
For example, an employee named Joan works 24
hours a day for the first four days of the workweek.
On the fifth day, a holiday, Joan received eight hours’
pay for these nonwork hours. Because Joan physically
worked 48 hours, she would be paid 40 hours’ pay a
straight time plus eight hours of overtime pay plus
continued on next page
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"YOU'RE FIRED"
If you view popular television programs,
you’re probably familiar with the catch
phrase “You’re fired”. You don’t have to be a
real estate mogul or television star, however,
to be in the “firing” mode. But do you know
how to use the phrase in real-life engagement
situations?
Consider the following CPA firm engage
ment situations:

payments, the president became defensive
and said he was an owner of the company
and that the transactions were properly
handled. As it turned out, the president had
been overpaying the credit card bills,
obtaining refunds from the credit card com
pany, and depositing the refund checks in
the accounts of a separate business that he
owned himself.

Tax return engagement
A CPA prepares a client’s individual income
tax returns for three years. The client
reports his business income on Schedule C.
Subsequent to receiving his return from the
CPA for the prior year, the client applies for
a high six-figure mortgage loan and submits
his most recent tax return with the loan
application. The lender sends the CPA a
copy of Schedule C asking that the CPA
confirm that he prepared it. The CPA com
pares the copy received from the lender with
his own file copy and finds that the net prof
it on the copy received from the lender had
been significantly increased. Further inves
tigation reveals that the client altered the
return before sending it to the mortgage
lender, presumably to increase his chances
of getting the loan approved.

Clearly these actions reflect poorly on these
clients’ integrity and raises serious concerns
for the CPA firms. Firing these clients or, to
put it differently, terminating these client
relationships, is a necessary consideration
and one that most CPAs would view as a nec
essary action.
As a CPA, you encounter many situations
that raise the specter of possibly terminating
client relationships. Some may not be as clear
cut as those described above, but they are no
less important and no less fraught with risk.
Recognizing situations that point to a need to
evaluate a client relationship and taking the
appropriate steps based on that evaluation are
critical to an effective risk management pro
gram.

Audit engagement
In performing an audit for a small business
owned by a husband and his wife, a CPA
firm notes that large round-dollar monthly
payments had been made to a credit card
company. The client’s bookkeeper told the
firm’s staff person that the payments were
authorized by the president/owner and that
he signed the disbursement checks. Further
investigation revealed that the disburse
ments were inappropriately allocated
among several expense accounts in the gen
eral ledger. When questioned about the

Information or situations indicating a possi
ble need to terminate a client relationship
may come to a firm’s attention at any time.
Generally, negative information becomes
known or situations develop while an engage
ment is in process. Evaluation of this infor
mation or these situations and the need to ter
minate the relationship may take place con
currently. Or, based on the facts and circum
stances, the evaluation may take place during
a periodic review of all client relationships.
CPA firms are encouraged to evaluate client
relationships at least annually (see Additional

RED FLAGS

(AICPA

Resources). In doing so, be aware of the fol
lowing risk factors (red flags) that generally
indicate a need to consider terminating a
client relationship:
• Lack of integrity - Client integrity is a
basic requirement of any professional rela
tionship. If you cannot rely on the integrity
of a client, any information received from
or any assertions or representations provid
ed by the client must be viewed with sus
picion. A professional relationship cannot
survive when suspicion exists and client
integrity is an issue.
* Disregard for tax and other laws/regulations - A client that is not committed to
complying with applicable laws and regu
lations is working at cross purposes with
the services of your firm. Skirting known
requirements or adhering to a policy of
compliance only if violations are caught is
not an acceptable approach and poses
increased risk.
• Uncooperative and overly demanding A client that does not cooperate in fulfill
ing its engagement responsibilities or that
is overly demanding does not respect the
value of your work and is likely to point
the finger at you if something turns out to
be other than expected. A client that does
not provide necessary information or
answer questions in a timely and forthright
manner, or that sets unrealistic deadlines is
a risky client.
• Chronic fee disputes - A client that
repeatedly disputes fee billings or that
doesn’t pay as agreed is a high-risk client
and a candidate for termination.
• Independence or conflict of interest
issues - Independence (where required) or
conflict of interest issues that cannot be
satisfactorily resolved generally require
that a client relationship or engagement be
terminated.
continued on page rmr 2
rmr1

continued from page rmr 1
• Unprofitable relationship - If your rela
tionship with a client is not profitable and
billing terms cannot be improved, termina
tion is generally indicated. No one is
required to work for nothing or give work
away. Doing so could lead to cutting cor
ners, and that’s not good risk management.
• Unfavorable trend in financial
results/position - A client with deteriorat
ing financial position or significant operat
ing losses poses an increased litigation
risk, particularly if the financial statements
and any reports thereon issued by your
CPA firm are relied upon by third parties.

HOW TO SAY "YOU'RE FIRED!"
Terminating a client relationship should not
be taken lightly; it can be a risky situation if
not done timely and properly. Do not procras
tinate in addressing an issue with a client
when you determine that it needs attention.
Procrastinating will not make a problem go
away and will usually complicate or even
make matters worse.
Once you decide to terminate a client rela
tionship, it’s generally not recommended that
you defer it and continue to complete inprocess work. Once a client is aware of your
decision, continuing to provide services gen
erally leads to an unsatisfactory working
relationship. Client cooperation tends to
decrease and even the smallest issue can
develop into an acrimonious situation. Make
the effective date the same date you notify
the client of your decision. An exception to
this general rule may be appropriate if the
client is facing an imminent tax or regulatory
filing deadline and a delay in providing the
firm’s work product may result in the impo
sition of penalties, interest, or other sanc
tions. This is a facts-specific evaluation and
decision. Before coming to a final decision
in this regard, however, consider discussing
the matter with your attorney and profession
al liability insurer.
Verbally informing a client of a decision to
terminate a relationship can be sensitive. Be
factual, maintain your composure and stick to
your decision. If you’ve properly evaluated

the matter, it is unlikely new information will
be presented that could persuade you to
change your decision. Follow up with a letter
to the client confirming your discussion and
detailing your termination action, and send it
via a delivery method that will provide you
with documentation that the client received
the letter on a specific date.
Your termination letter should address sev
eral important matters, including, for exam
ple, the following:
• Effective date of termination — generally
the date you tell the client or the date of
the letter if you haven’t previously dis
cussed your decision with the client.
• Status of your work in process, if any. If a
completed work product will be provided,
indicate such. From a risk management
perspective, avoid providing partially com
pleted work and be prepared to write-off
the time incurred on this work.
• Matters requiring client follow-up or com
pletion (e.g., filing quarterly estimated tax
returns and making payments, and other
deadline-sensitive requirements).
• Status of client records provided to the
firm in connection with prior engagements

(see Additional Resources) and a statement
of your record retention policy covering
work papers. All client records should be
returned to the client.
• Outstanding fees expected to be paid.
For sample language that may be used in
drafting your termination letters, see the arti
cle Client Termination Letters referenced in
the Additional Resources section.
When you’ve had a long client relationship,
termination can be a difficult action to take.
Nevertheless, continuing to work for uncoop
erative or otherwise problem clients is not
good business. Even more so, it’s not good
risk management. Delivering the substance of
the “you’re fired” message may just be the
best way to minimize your professional liabil
ity risks.

JANUARY 2006
By John McFadden, CPA, CFE, Risk Control
Consulting Director, CNA, Accountants
Professional Liability, CNA Center, Chicago,
IL 60685.

Executive Summary

Additional Resources

• Timely evaluation of client relationships
is critical to an effective risk manage
ment program.
• Be on the alert for red flags and negative
information that point to a possible need
to terminate a client relationship. After
evaluation of the situation and available
information, take the appropriate action;
do not procrastinate. Deferring your
decision and action to a later date is not
likely to make the problem go away. In
fact, it may very well complicate or
make matters worse.
• Verbally informing a client of a termina
tion decision can be a sensitive situation.
Be factual, maintain your composure and
stick to your decision. Follow up with a
letter to the client confirming your discus
sion and detailing your termination action.

• Management of an Accounting Practice
Handbook, American Institute of
Certified Public Accountants, 5/05 Rev.
Chapter 204.06, Client Evaluation
• AICPA Professional Standards, §
501.02, Retention of Client Records, at
http://www.aicpa.org/about/code/et_500.
html#et_501.02
• AICPA Professional Liability Insurance
Program, Client Termination Letters,
May 2005, at http://www.cpai.com/
newsletter/newsletter_indexadmin.
php?id=78
• AICPA Professional Liability Insurance
Program, Terminating a Client
Relationship, at http://www.cpai.com/
newsletter/newsletter_indexadmin.
php?id=43

Aon Insurance Services, the national administrator for the AICPA Insurance Programs, is a division of Affinity Insurance Services, Inc.; in CA, MN & OK, (CA License #0795465) Aon
Insurance Services is a Division of AIS Affinity Insurance Agency, Inc.; and in NH & NY, is a Division of AIS Affinity Insurance Agency. © 2006 Aon Insurance Services. All rights
reserved.

The purpose of these articles is to provide information, rather than advice or opinion. The information is accurate to the best of the author's knowledge as of the date of the article.
Accordingly, these articles should not be viewed as a substitute for the guidance and recommendations of a retained professional. The descriptions of the CPA firms and the clients in the
articles are fictitious and do not refer to actual CPA firms or clients. Any and all similarities are purely coincidental.

Any references to non-CNA websites are provided solely for convenience, and CNA disclaims any responsibility with respect to such websites. Nothing contained herein should be construed
as acknowledgement by Continental Casualty Company that a given situation would be covered under a particular insurance policy. To determine whether a specific situation may be cov
ered, please refer to your policy. Only the insurance policy can give actual terms, coverage, amounts, conditions, and exclusions.
Continental Casualty Company, one of the CNA insurance companies, is the underwriter of the AICPA Professional Liability Insurance Program. CNA is a service mark registered with
the U.S. Patent and Trademark Office. Copyright 2006, Continental Casualty Company. All rights reserved.
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SALES TAX: WHAT YOU WISH YOUR CLIENT HAD TOLD YOU!
In 2004, approximately 15% of all AICPA
Professional Liability Insurance Program tax
claims arose from failure to file tax returns. In
me cases, business clients alleged that the
CPA failed to advise them to file sales tax
returns when the scope of services involved
bookkeeping or income tax compliance engage
ments. The following are common elements of
these claims:
• CPA is not sufficiently knowledgeable about
clients’ business activities to be able to alert
clients about potential nexus issues. (Nexus
concerns the extent of contacts or presence in
a state to establish that the client is doing
business there.)
• CPA fails to make inquiries after reviewing
client interstate sales information or does not
inform the client about potential nexus issues
because the preparation of sales tax returns is
not within the scope of the engagement.
• CPA is unfamiliar with state nexus criteria or
the applicable taxes.
• Clients are not aware that their interstate
business activities created nexus in non-filing
states and reported all the sales in their domi
cile states.

WHY SHOULD A BUSINESS CLIENT BE
CONCERNED ABOUT SALES TAX?
Many state and local governments have
cently experienced fiscal pressures, causing
them to expand their efforts to collect delin
quent taxes. In some cases, amnesty programs
have been put in place to bolster tax collections,
while in other cases the number of state tax
audits has increased. To assist in collecting
taxes due, some states share information about
non-compliant taxpayers among their own tax
divisions and with other states. Some states also
have an infinite look-back period that allows
them to assess and collect sales taxes from the
first time non-filers began their business activi
ties in the state. Coupled with the 2005
Streamlined Sales and Use Tax Agreement
(SSUTA), which has been adopted by many
states, these actions are expected to increase tax
assessments and tax audits in the near future.
With respect to sales tax, although non-filers
may have to pay the tax to a state as the result
of an audit, it will be very difficult for them to
collect the tax from former customers even if
the records exist, or to obtain an otherwise
available refund from another taxing authority
due to the expiration of the applicable statute of
limitations.
If you have clients that own both a company
that makes Internet sales and another company
that has a physical presence (e.g., a retail store)

in states with “affiliate nexus” statutes, the
Internet-based business may be required to col
lect sales tax on its sales to customers in those
states even if that business does not have a
physical presence in the state. Affiliate nexus
statutes adopted by Alabama, Arkansas, Kansas,
Louisiana, and Minnesota require a vendor to
collect sales tax if they own a similar business
that has nexus within the state in which they
conduct business, or if the vendor is owned by
another vendor that has nexus in that state.
Additional states are considering adopting simi
lar statutes.

WHAT SHOULD YOU DO TO REDUCE
YOUR RISK?
The fact that your firm has not been engaged
to provide sales tax compliance services does
not eliminate your risk of claims related to these
services. Typical claims related to sales tax
allege that the CPA firm failed to alert the client
to potential sales/use-tax return filing require
ments. To help reduce your risk in this regard,
consider adding the following sample language
to your engagement letters:
You (the client) are responsible for determin
ing your state and local tax filing obligations
with respect to all state and local tax authori
ties including but not limited to income, fran
chise, sales and use, and excise taxes. You
agree that we (the CPA firm) have no respon
sibility to research these obligations or to
inform you of them. These services are avail
able at additional cost. If you wish to engage
us to perform these services, our firm requires
that you sign an engagement letter detailing
our agreement to perform such services prior
to any such services being rendered.
While you should not unilaterally undertake
efforts to determine a client's state and local tax
filing obligations, you should still consider
informing clients of these obligations both oral
ly and in writing if you become aware of infor
mation that indicates the client may have estab
lished nexus in a state where they currently do
not file returns.
If you provide sales tax compliance services
to business clients with interstate sales, it is
important to manage your clients’ expectations
about the scope of the engagement.
From a risk management perspective, be sure
to consider the following:
• Keep current on multi-state taxation issues
and requirements. Although the 2005 SSUTA
brought uniformity to the treatment of
sales/use taxes among the thirteen adopting

states, other states still have different
sales/use-tax laws and regulations.
• Educate your clients about the potential
sales/use-tax pitfalls. Inform them that con
ducting any of several in-state business activi
ties on a regular or systematic basis (e.g., two
or more visits annually) such as soliciting
orders for sales, conducting training activities,
or checking customer inventories, may estab
lish sales tax nexus with non-filing states.
• Discuss with clients the difference between
sales tax-nexus and income-tax nexus and
document your discussions. There is general
ly a lower threshold to meet the sales tax
nexus standards than the income-tax nexus
standards. Public Law 86-272, 15 U.S.C.
381-384, provides protection to certain in
state activities by restricting a state from
imposing tax on income derived within the
state from interstate commerce.
• Ask clients where they currently conduct
sales activities and request them to identify

continued on page rmr 4

Executive Summary
• As the result of fiscal pressures, state and
local governments are expanding efforts
to collect delinquent taxes via amnesty
programs and increased tax audits.
• To facilitate assessments and collections,
states are using new tools to identify
delinquent taxpayers, including the shar
ing of information among states, “affiliate
nexus” statutes, and the 2005 Streamlined
Sales and Use Tax Agreement.
• Not being engaged by a client to provide
sales tax compliance services does not
eliminate the risk of a professional liabili
ty claim alleging failure to advise about
state and local tax return filing require
ments.
• To help reduce your risk ° Use an engagement letter that careful
ly defines the scope and limitations of
work you’ve been asked to, and have
agreed to perform. Manage client
expectations about the scope of work.
° Keep current on state and local and
multi-state tax issues and educate
clients about nexus and applicable
state filing requirements.
° Inform clients about their filing oblig
ations and voluntary disclosure oppor
tunities. Maintain documentation in
your work papers about these com
munications.
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Additional Resources

targeted states for future sales/marketing
activities. Follow up with additional
inquiries of sales or other personnel who
know how clients’ sales/business activities
are being conducted in non-filing states.
• Ask clients to complete a state nexus ques
tionnaire to determine if sales tax-nexus
issues exist in a particular state. Almost
every state tax authority provides a nexus
questionnaire on its website to facilitate
nexus determinations. The Multistate Tax
Commission (MTC) application for multi
state voluntary disclosure also contains a
list of nexus questions that can be used as a
basis for initial discussions with clients. The
application can be accessed at
http://www.mtc.gov/TXPYRSVS/
Application%20for%20Multi
state%20Vbluntary%20Disclosure.doc.
• If you specialize in multi-state tax matters,
consider proposing to conduct a multi-state
sales tax nexus study for clients. Such a
study could address state nexus standards,
client organizational structures, business
activities (including those of affiliated enti
ties), taxability of property and services,
and exemptions. It could also examine the
facts and circumstances about a client’s

business activities within a state to deter
mine if there are sufficient contacts within
the state to require the filing of sales/use tax
or other tax returns.
• Inform your clients in writing about their
filing obligations and your recommenda
tions for voluntary disclosure if you deter
mine that they have past and/or current
sales tax nexus with non-filing states.
Several states currently offer tax amnesty to
delinquent filers. Member states of the
SSUTA offer sales/use tax amnesty for 12
months after becoming a full member. You
can access the SSUTA amnesty information
at http://www.streamlinedsalestax.org/
amnesty.html.

Multi-state sales tax is a complex area.
Limiting your liability risk requires that you
maintain current training on relevant laws and
regulations and carefully define, both orally
and in the engagement letter, the scope and
limitations of client engagements.
JANUARY 2006
By Ellen VanDeLaarschot, CPA, Risk Control
Consultant, CNA, Accountants Professional
Liability, CNA Center, Chicago, IL 60685

• The Tax Adviser, “The Streamlined Sales
Tax Project,” Virginia A. Gates,
Ferdinand Hogroian, CPA, December
2001.
• Streamlined Sales and Use Tax
Agreement, Adopted November 12, 2002,
(Amended November 19, 2003,
November 16, 2004, and April 16, 2005)
at http://www. streamlinedsalestax.
org/Final%20Agreement%20As%20
Amended%2004-16-05.pdf
• Quill Corp. v. North Dakota, 112 S. Ct.
1904, 504 U.S. 298 (1992) at
http://caselaw.lp.findlaw. com/
cgi-bin/getcase.pl?navby=search&
court= US&case=/data/us/504/298.html
• Complete Auto Transit, Inc. v. Brady,
Chairman, Mississippi Tax Commission,
430 U.S. 274 (1977) at http://caselaw.lp.
findlaw. com/scripts/getcase.pl?court=US
&vol=430&invol=274
● Statement of Information Concerning
Practices of Multistate Tax Commission
and Signatory States Under Public Law
86-272 at http://www.mtc.gov/uniform/
pl86272.pdf

AICPA PROFESSIONAL LIABILITY INSURANCE PROGRAM
2006 RISK MANAGEMENT SEMINAR
“Back to Basics” is designed for all size CPA firms interested in gaining a better understanding of how to manage professional liability risk.
Attendees earn four hours of CPE credit for this half-day seminar, plus up to 7.5% premium credit for up to three consecutive years on their
AICPA Professional Liability Insurance policy.
For a complete listing of all 2006 seminars and to register online, visit www.cpai.com/risk6.

Visit www.cpai.com for more information on all of the products and Risk Management Resources!

The Professional and Personal Liability Insurance Programs Committee objective is to assure the availability of liability insurance at reasonable
rates for local firms and to assist them in controlling risk through education. For information about the AICPA Program, call the national admin
istrator, Aon Insurance Services, at (800) 221-3023, write Aon at Aon Insurance Services, 159 East County Line Road, Hatboro, PA 19040-1218,
or visit the AICPA Insurance Programs website at www.cpai.com.

AICPA
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night (nonwork) hours of holiday pay. Joan’s employer
nnot offset the eight hours’ overtime against the
ca
eight hours of holiday pay.
On all these issues, always check your state laws.
Some states, such as California, for example, require
employers to pay unused vacation time if the
employee terminates.
Steve Sahlein, is co-president of the American Institute of
Professional Bookkeepers (www.aipb.org), the national
association and certifying body for bookkeepers. He can be
contacted at ssahlein@aipb.org or 1-800-622-1021.

Treasury and IRS
Revise Circular
230 for Tax
Professionals
n February 3, 2006, the Treasury
O
Department and the Internal Revenue
Service (IRS) issued a notice proposing
amendments to Treasury Department
Circular 230. This provision governs tax profession
als who practice before the IRS.
The IRS describes the proposed revision as a criti
cal part in achieving one of its top four enforcement
goals, namely, to ensure that tax professionals adhere
to professional standards and follow the law.
The proposed revisions to Circular 230 would
modify:
• The definition of practice
• Eligibility for enrollment
• Unenrolled practice
• The rules concerning contingent fees, conflicts
of interest, standards with respect to tax returns
and documents, affidavits and other papers,
sanctions, discovery, publicity, and appeals

Standardizing terminology
The proposed regulations also would replace certain
terminology to conform to the terminology used in 18
U.S.C. 207, and 5 C.F.R. parts 2637 and 2641 (or
superseding regulations). The proposed regulations do
not address the standards for written tax advice that
were the subject of final amendments to the regulations
iss
ued in December 2004 and modified in May 2005.
The February 3 announcement follows a thorough
review of extensive public comments to a December
2002 advance notice of proposed rulemaking relating
to the Office of Professional Responsibility,

unenrolled practice, eligibility for enrollment,
sanctions and disciplinary proceedings, contingent
fees, and confidentiality agreements.
A hearing on the proposed regulations is scheduled
for Wednesday, June 21, 2006, at 10 A.M., in the
IRS auditorium. The Treasury Department and the
IRS are requesting comments on the proposed regula
tions by April 7, 2006. Comments may be submit
ted to CC:PA:LPD:PR (REG-122380-02), room
5203, Internal Revenue Service, PO Box 7604, Ben
Franklin Station, Washington, DC 20044, or hand
delivered Monday through Friday between the
hours of 8 A.M. and 4 P.M. to: CC:PA:LPD:PR
(REG-122380-02), Courier's Desk, Internal Revenue
Service,
1111
Constitution Avenue, NW,
Washington, DC. Alternatively, taxpayers may
submit comments electronically via the IRS Internet
site at www.irs.gov/regs or via the Federal
eRulemaking Portal at www.regulations.gov (IRS
and REG-122380-02).

Top Five Practice
Management
Issues
The following is an overview of the results of the
2005 PCPS Survey of Top 5 Practice

Management Issues. A more detailed report is

forthcoming, and will describe the survey
methodology, present more details about respon
dents’ selection of issues according to subject area

andfirm size, and address the implications of

the survey results.
ince 1997, the PCPS Survey of Top 5
Practice Management Issues (formerly
known as the Management of an Accounting
Practice (MAP) Top 5 Issues Survey) has
polled the managing partners of CPA firms, asking
them to rank the most important practice manage
ment challenges that their firms currently face.

S

Subject areas
Respondents were asked to rate a series of factors
along a five-point importance scale. The factors were
organized by the following subject areas:
• Regulatory environment
• Personnel and staffing
• Technical skills and standards
MARCH/APRIL 2006 The Practicing CPA

5

•
Marketing
•
Firm administration
•
Partnership (new for 2005)
At the end of the survey, respondents were asked to
rank the five most important issues for their firm out of
a list of those for which they indicated a high level of
importance earlier in the survey. This design enabled
the survey to identify both the issues that are of concern
to practitioners and the issues that matter most.
It is noteworthy that, in 2005, a larger proportion
of smaller firms completed the survey than in the pre
vious 2003 survey.

The most important issues
Figure 1, “Most Important MAP Issues,” shows the
issues most often cited by survey respondents. The sur
vey was designed to allow respondents to prioritize the
most critical issues they believe are facing the profes
sion. The darker blue bar in the following chart repre
sents the proportion of firms that ranked the issue as

most important; the composite of the darker blue and
light grey bars represents all firms ranking the is
among the top 5.
The issue rated as most important issue by 18%
of respondents, “finding and retaining qualified staff,”
was selected by 36.9% to rank among the Top 5
issues. This issue also ranked first in the Top 5 surveys
taken in 2002 and 2003. (See Table 1, “Comparison
of 2005 Top Five Overall Issues With Earlier Years’
Rankings.”) Note that the sixth item in the list,
“client retention” ranked lower among the top five
selections, even though it was selected as a “most
important issue” by more respondents than the fifth
item, “seasonality and workload compression.”
Although overall respondents ranked the issue of
“finding and retaining qualified staff” first among the
top five, there were variations in the ranking accord
ing to firm size. More information about firm-size
variations and other data from the survey will be
available in the forthcoming report.

Figure 1 —Most Important MAP Issues

Finding and retaining qualified staff (at all levels)

Succession planning

Marketing / practice growth
Keeping up with changes and complexity of the tax laws

Seasonality/woddoad compression
Client retention
New regulations' effect on smaller firms and businesses
Work/life balance initiatives

Keeping up with standards
Keeping up with technology
0%

5%
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Table 1-Comparison of 2005 Top Five Overall Issues With Earlier Years' Rankings
2005

2003

2002

Findingandretaining
Finding and retaining
Finding arid retaining
qualified staff
qualified staff
qualified staff
Keeping up with the changes in
Marketing and
growth
and complexity of tax laws
Seasonality and workload
Seasonality and
Marketing
practice
growth
and
compression
workload compression
Client retention
Effect of new regulatory environ
Seasonality and workload compression
ment on local and regional firms
Succession planning
New regulations' effect on
Fee pressures and
smaller firms and businesses
pricing of services
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PCPS

AICPA Private Companies Practice Section

Update
Timely Revisions to

My CPA Says "Extend"
Brochure
he PCPS brochure, My

T

resource will make the job easier.
The free CPA Marketing Tool Kit
(www.aicpa.org/cpamarketing) has
added a new brochure, speech
script, and PowerPoint presenta
tion that tax professionals can use
to enhance their visibility. The
theme of each tool is “Tax Saving
Tips for 2005,” and covers issues
like new provisions and tax
breaks, tax rates, deductions, and
strategies. CPAs can add their
firm names to the brochures for
added marketing power.

Proposed New Tax

Standard
he

AICPA

Tax

T

Executive Committee
(TEC) has released
Proposed Statement
on Standards for Tax Service
(SSTS) No. 9, Quality Control.
The exposure draft is intended
to offer guidance on implement
ing the existing eight tax servic
es standards, particularly in
light of such developments as
recent changes to IRS Circular
No. 230. The comment period
ends August 31. More informa
tion is available at tax.aicpa.org

CPA Says “Extend”:
What
Does
That
Don't Miss the 2006
Mean to Me? provides
firms with a convenient opportu

Practitioners
nity to help clients understand
Symposium
/Resources/Professional+Standard
the extension process and
he AICPA Practitioners s+and+Ethics/Statements+on+Sta
demonstrate
practitioners’
knowledge.
This
popular
Symposium
is
an ndards+for+Tax+Services/Propose
resource has been updated to
excellent place for CPAs d+Statements+on+Standards+for
include information about the
to enhance their pro +Tax+Services+No+9+Quality+Con
trol.htm.
new automatic extension now
fessional knowledge, expand
available to taxpayers. The
their practice-management savvy,
brochure’s Q&A format makes
and meet other CPAs. It’s the one Practical Tips on
it easy to read and understand.
conference exclusively dedicated Succession Planning
To enhance their marketing
to the fundamentals of being a
s your firm one of the 81 %
efforts, CPAs can customize the
successful practitioner. The sym
of practices that doesn't
brochure with their firm names
posium will take place June 12have a succession plan? If
and contact information and use
14, 2006, at the Bellagio in Las
so, assistance is available in
it as a leave-behind promotional
Vegas, with optional preconfer
the free PCPS white paper,
piece. More information on the
ence workshops June 11.
brochure can be found at
There will be a special focus “Preparing for Transition: The
www.cpa2biz.com/CS2000/Product
on best practices in recruiting State of Succession Planning and
s/CPA2BIZ/Publications/My+CPA+s
and retaining talented staff. How to Handle the Process in
ays+extend+What+does+that+me
And, of course, practitioners will Your Firm.”
Preparing for Transition
an+to+me.htm?cscatalog=CPA2B
have plenty of chances to get
iz&pagetype=product&cscategoto know fellow CPAs at early offers insight into how firms
ry=practicedevelopment_and_m
riser sessions, luncheon roundta plan for succession and allows
arketing.
bles, and other networking firms to benchmark their efforts
opportunities. For more infor against those of their peers.
New Tax Practice
mation, go to www.cpa2biz.com/ Based on research by leading
succession planning consultant
CS2000/Products/CPA2BIZ/Conferen
Marketing Tools
ces/AICPA+Practitioners+Symposiu Bill Reeb (author of the 2005
t can be difficult to main
m+2006.htm. PCPS firms are book Securing the Future: Building
tain practice development
eligible for a $100 discount. a Succession Plan for Your Firm),
efforts during tax season. A
Use code SECTION 100 when the paper includes:
•
Actionable best practice
recently released AICPA
registering.

T

I

I

Membership in PCPS is more valuable than ever. Join now for $35 per CPA, up to a maximum of $700,
by visiting pcps.aicpa.org/Memberships(John+PCPS.htm or by going to www.aicpa.org/pcps and clicking the
"Join PCPS" button on the home page.
If you axe already a member but haven't activated your access to the online Firm Practice Center or
haven't shared your unique activation link (sent to you this past summer) with others in your firm,
now is the time to do so. Contact the AICPA Service Center at 1-888-777-7077, Option 3, or at
continued on next page
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continuedfrom page 7

which advocates for small firms
in the standard-setting process.
The piece discusses TIC’s
strengthened ties with the
Financial Accounting Standards
Board (FASB), as well as its
ongoing contacts with such bod
ies as the AICPA Auditing
Standards Board (ASB) and
Professional Ethics Executive
Committee (PEEC). Describing
the “perfect storm” that small
and midsized firms face, the arti
cle points to the growing volume
pcps.aicpa.org/NR/rdonlyres/DlC10
and complexity of standards,
A9F-6592-4315-B686FD27CB55B6BA
more stringent ethics require
/0/PCPSWhitePaperSuccPlan.pdf.
ments, a larger number of
Information on PCPS succession
clients, and a shrinking pool
planning resources can be
of quality staff. Its also discusses
found at pcps.aicpa.org/Resources/ TIC’s response to a FASB
Succession+Planning/Succession+
exposure draft on fair value
Planning+Product+Overview.htm.
measurements.
“We're trying to meet the
TIC Chair in the News
needs of our users,” Knauf says
in the article. “I'm the first one
dward Knauf, chair of
to say, ‘Let's fix it if it's broke,’
the PCPS Technical
but we're trying to be a voice for
Issues
Committee
reason for small and midsized
(TIC), is the subject of
audit
a very positive WebCPA article firms, and I don't think
there's been a more important
on the work of the committee,
steps to handle such con
cerns as retirement, devel
oping future leaders, and
managing client transition
• Considerations for sole
practitioners
• A checklist of questions for
partners to determine
where they stand in the
succession process and
what further actions are
needed
Look for the white paper at

E

time to be that voice.”
The article can be found at
www.webcpa.com/article.cfm?artic
eId=18504.

Check Out the "Small

Firm Corner"
o find resources the

T

Institute has created
for small firms, go to
the
“Small
Firm
Corner,” an online column by
AICPA Vice President of Small
Firm Interests, Jim Metzler.
The column provides regular
updates on free practice tools
and initiatives designed for
small practitioners, as well
as practical advice. Recent
columns have covered retire
ment planning, tax advocacy
for CPAs and their clients, and
how to make the most of the
small firm advantage in
staffing. Look for current and
past issues at the PCPS Firm
Practice Center (pcps.aicpa.org/
Community/Small+Firm+Corner.

htm).
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